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Debtor(s).

MEMORANDUM AND ORDER

This matter is before the Court to consider the validity of a
notice of rejectionof |easefiledby |essors of anoil and gas | ease
owned i n part and oper ated by debtor, Hanson G| Co., Inc. Lessors
al l ege that the trustee in bankruptcy has failedto assune or reject
such oi | and gas | ease wi thi n 60 days as required by 8365(d) (4) of the
Bankruptcy Code. Lessors assert, therefore, that debtor's interest in
the oil and gas |ease nust be deened rejected.

Section 365(d)(4) provides in pertinent part:

...[l]nacase under any chapter of thistitle,
if the trustee does not assune or reject an
unexpi red | ease of nonresidential real property
under whi ch the debtor is the |l esseew thin 60
days after the date of the

order of relief, ...then such |ease is deened
rejected, and the trustee shall imrediately
surrender such nonresidential real propertyto
the | essor.

11 U. S. C. 8365(d)(4)(enphasis added). The trustee and a secured
creditor, who have objectedto the notice of rejection, contend that an
oil and gas | ease under Illinoislawis not an "unexpired | ease" as
cont enpl at ed by 8365(d) (4) and that the trustee t hus was not required

to assune debtor's interest in the oil and gas | ease



to prevent a deenmed rejection of the | ease.

The oi | and gas | ease i n questi on, known as t he "Rex Webb" | ease,
was granted for aprimary termand for so |l ong thereafter as oil and
gas were produced. QG| was di scovered on the Rex Wbb | ease during t he
primary term and an oil well was producing at thetinme of debtor's
bankruptcy. The |l ease contai ned a "cessation of production” covenant
providingthat if, after discovery of oil and gas, production shoul d
cease, the | ease would not termnate if additional reworking or
drilling operations were comenced within 60 days.

Debt or, who had fi nanced operations onthe Rex Webb | ease by t he
sal e of fractional workingintereststoinvestors, retained a portion
of theworkinginterest as well astheright tooperate thelease. The
| ease provi ded for paynment of a standard one-eighthroyalty tolessors
fromt he production of oil and gas. The | ease cont ai ned no provi si on
for delay rental paynents or other periodic paynents to | essors.

Whet her or not the instant | ease conmes within the purvi ew of
8365(d)(4) requires a determnation of theinterest created by an oil

and gas | ease under statelaw. See lnre Petrol eumProducts, Inc., 72

B.R 739 (Bankr. D. Kan. 1987); Matter of Mkl ebust, 26 B.R 582

(Bankr. WD. Ws. 1983). Illinois|awrecognizes that anoil and gas
| ease, whilenot grantingtitletotheoil itself, grantstothe |l essee
theright toenter uponthe surface of theland and to reduce the oil

and gas to the | essee' s possessi on. Ohio G 1 Co. v. Daughetee, 240

I11. 361, 88 N.E. 818 (1909). It isuniformy heldthat | eases which
containaprimry termrequiring exploration or devel opment within a

stated period, followed by a "thereafter" clause, are to be construed
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as conveying afreeholdinterest or estateinthat, unlike an estate
strictly for atermof years, thelessee' s right under such a |l ease may

continue for anindefinite period. Dethloff v. Zeigler Coal Co., 82

[11. 2d 393, 412 N E 2d 526; Transcontinental Gl Co. v. Enmerson, 298

I11. 394, 131 N.E. 645 (1921); Ohio G 1 Co. v. Daughetee. Under

Il1linoislaw, thegrant of thisright togoontheland and renove oil

is, ineffect, asaleof apart of theland." Transcontinental G|

Co. v. Emmerson, 298 II1. 394, 403; Chio O 1 Co. v. Daughetee.

Whi | e, through conmon usage and conveni ence, t he operative act
wher eby the oil and gas operator acquires the right to expl ore and
produce oi |l fromthe | and, gi ving as consi deration therefor a share of

t hat produced, is denom nated a "l ease,” oil and gas | eases differ in
many respects fromordi nary | eases for | and or buildings that are
gover ned by conmon | aw | andl ord-tenant principles. See WIIlianms and

Meyers, 1 O | and Gas Law, 8202.1, at 22-24 (1986); Summers, 1ALaw of

Q1 and Gas, 8151 (1954). For exanple, one possessingalifeestatein
| and may make ordi nary | eases for atermnot to outl ast his own estat e,
but he has noright tolease thelandfor the mningof oil and gas, as
this woul d ampbunt to "waste" for which he would be liable to the
remai nderman. See 18 I11. L. &Prac. Estates, 827, at 22 (1956). The

I11inois Supreme Court, inCentral Standard | nsurance Co. v. Gardner,

17 111. 2d. 220, 238, 161 N.E. 2d 278 (1959), commented on this
di stinction:

O | and gas, like other mnerals, is considered
a wasting asset, a part of the real estate
subj ect to depl eti on and exhausti on by renoval,
al t hough such renoval may conti nue over a peri od
of years before exhaustion occurs. Once
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exhausted, its val ueis gone and not subject to
further recovery. Fromthe very nature of oil
and gas royal ti es and bonuses, one cannot cl ass
themin the sane category as the "rental s" or
"inconme" realized annually from the normal,
recurring production of crops fromreal estate or
customary annual cash rentals paid for the
surface use of real estate.
In the instant case, the oil and gas |ease at issue is of
i ndefinite duration by reason of its "thereafter"” cl ause and, under
II'linoislaw, is not anordinary | ease but conveys a freehol d estate.
A freehol d estate, defined as an estate of uncertain duration or a
right of titletoland, isclearly distinct froma "l easehold,"” which
is an estate for a fixed nunber of years. See Bl ack's LawDi cti onary,
at 793, 1036 (rev. 4th ed. 1968). Such an oil and gas | ease,
t herefore, may not be equated with the "l ease” of 8365(d)(4) sinply
because of the term nology used to describe this |egal relationship.
The Court i s aware of no case that has addressed the applicability
of 8365(d)(4) to oil and gas | eases under Illinois |aw. However,
deci si ons based upon the characteri zati on of oil and gas | eases under
the | aws of other states are instructive in determ ni ng whet her an
II'linois oil and gas | ease constitutes an unexpired | ease for purposes

of 8365(d)(4). Intwo decisionsinterpreting Cklahora oil and gas | aw,

the courtsinlnre Heston G| Co., 69 B. R 34 (N.D. Ckla. 1986), and

Inre Clark Resources, Inc., 68 B.R 358 (Bankr. N.D. Ckla. 1986),

ruled that oil and gas | eases were neither unexpired | eases nor
executory contracts under 8365 requiring assunpti on or rejection by the
trustee. The district court i nHeston observed t hat under Ckl ahorma | aw

concerning oil and gas | eases, use of the term"|l ease" was nore in



deference to customthan a description of the | egal relationship
i nvol ved. The court cited Ckl ahoma case | aw hol di ng t hat, rather than
atruelease, anoil and gas |l easewas really a "' [present] grant of
oil and gas to be captured in the | ands descri bed during the term
dem sed and for so long thereafter as these substances my be

produced.'"™ Heston, at 36, quotingShields v. Moffitt, 683 P. 2d 530,

532 (Ckla. 1984). Thus, theinterests arising froman oil and gas

| ease in Okl ahoma are "akinto aprofit 'a prendre and are general |y

consi dered as estates inreal property havingthe nature of afee."
Hest on, at 36.

The court inClark Resources expressly foll owed Heston in findi ng

t hat 8365 does not apply to an Okl ahoma oil and gas | ease. The
court found fromthe | egi sl ative history of 8365(d)(4) that it was the
Congr essional intent that 8365(d)(4) be appliedto "traditional" | eases
of shoppi ng centers and ot her nonresi dential structures. The court,
adopting the Heston rati onal e t hat an Okl ahoma oi | and gas agr eenent

grants aprofit 'aprendre rather than aleasehol d estate, concl uded

that the oil and gas | ease was not a |ease as contenplated by
8§365(d) (4).
Illinoislawrelatingto oil and gas | eases is simlar to Ckl ahoma

lawas interpretedin Heston and d ark Resourcesinthat anlllinois

oil and gas | ease i s not an ordi nary | ease but constitutes an interest
inrealty. The reasoni ng of these cases i s thus persuasive authority
for findingthat 8365(d)(4) does not applytoanlllinoisoil and gas
| ease.

Inathird deci sion based on Chiolaw, the court inlnre Gasoil,




Inc., 59 B.R 804 (Bankr. N.D. Chio 1986), held that 8365(d)(4) applied
to an oil and gas | ease because, under Chio law, the interest created
was inthe nature of al easehold for atermof years rather than a
freehol d estate. The |l eases in question provided for nonthly royalty
paynments and for the paynent of annual rental in any year in which
t her e was no production. The court found that this nmade the | eases run
i n successi ve periods of one year simlar toautomatically renew ng
periodi c tenanci es.

Because of the characterization of an oil and gas | ease under Chi o
| awas a | easehol d estate, the Gasoil anal ysis is not applicableto an
II'l1inois gas and oil | ease descri bed as conveying a freeholdinterest.
Chi o case | aw, as discussed inGasoil, holds that an oil and gas | ease

for anindefiniteterm"”' does not risetothedignity of a freehold

estate,'" (&soil, at 807, quotingAcklinv. Walterneier, 19 Chio C C

372, 379 (1899)), while lllinois caselawuniformy holds that such a
| ease, by reason of itsindefiniteterm conveys afreehol d estate.
The Gasoil decisionis, therefore, distinguishable fromtheinstant
case and cannot be relied on in determ ning the applicability of
8365(d)(4) to an Illinois oil and gas |ease.
In the course of its decision, the Gasoil court referred to

8365(m, which provides:

For purposes of this section 365..., | eases of

real property shall include any rental agreenent

to use real property.
11 U. S.C. 8365(m). The court stated that it was unnecessary to

classify the oil and gas | eases i n question either as | eases or as

| i censes, sincethey at | east conveyed aright to use real property and
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so constituted | eases wi thinthe neani ng of 8365(d)(4). By its terns,
however, 8365(n) covers agreenents that are both (1) rental agreenents
and (2) for the use of real property. It does not followthat any use
of real propertyisalease, asit is necessary to determneinthe
first i nstance whether a "rental agreenment” isinvolved. Seelnre

Harris Pine MIls, 862 F.2d 217 (9th G r. 1988). The sonmewhat circul ar

definition of 8365(n), therefore, does not obviate the necessity of
di scerni ng whet her a |l ease exi sts under state | awbefore 8365(d)(4) is
found to be applicable.

In re Harris Pine MIIls., 862 F.2d 217.

Whil e the Gasoil court interpreted 8365(nm to justify a broad
construction of 8365(d)(4), consideration of the purpose and ef f ect of
8365(d) (4) | ends support for the conclusionthat this section should
not be extended to the instant oil and gas | ease. Section 365(d) (4)
was enacted to protect affected parties, particul arly shoppi ng centers
and their solvent tenants, fromthe comercial vacuumresulting from
prol onged del ay of the trustee in adm ni stering a bankruptcy case. See

Inre Harris Pine M11s, 79 B.R 919 (D. Or. 1987); Inre Cark

Resources, Inc. The effect of arejection of alease under 8365(d) (4)

istogiverisetoabreach, whichallows thelandlordtofileaclaim

for damages for unpai d rent reserved under the | ease. See 11 U. S. C.

8365(g); 2 Collier on Bankruptcy, 8365-08 (1988).

Unli ke the ordinary | ease t hat woul d be hel d i n abeyance pendi ng
the trustee's decisionto assune or reject, theoil and gas | ease in
guestion provides for automatic term nation upon cessation of

production for therequired periodsothat thel essors woul d not be
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prejudicedinthe event of del ay or nonperfornmance under the | ease.

Cf. Matter of Conpass Devel opnent, Inc., 55 B.R 260 (Bankr. D. N.J.

1985): oil and gas lease termnated by its terns after filing of

bankruptcy petition notw thstandi ng autonatic stay; seealsolnre

Trigg, 630 F.2d 1370 (10th Cir. 1980); Inre Anne Cara G| Co., Inc.,
32 B.R. 643 (Bankr. D. Mass. 1983). Thus, the purpose of 8365(d)(4) to
requiretinmely action by the trustee woul d not be served by appl yi ng
t he requi renments of 5365(d)(4) to such oil and gas | ease. Mboreover,
since no periodicrents are reserved under the oil and gas | ease, the
trustee's rejection of the oil and gas | ease would give rise to no
claim for damages as contenplated by 8365(d)(4). The uni que
characteristics of the oil and gas | ease, therefore, nake application
of 8365(d)(4) to such an agreenent inappropriate.

For the reasons stated, the Court finds that the oil and gas | ease
i n question does not constitute an "unexpired | ease" w thinthe nmeaning
of 8365(d)(4). The trustee was not requiredto assune or reject the
debtor'sinterest inthe oil and gas | ease under this section, andthe
| essors' notice of rejection of lease is void and of no effect.

I T 1S ORDERED, therefore, that the trustee's objection to

the lessors' notice of rejection of |ease is SUSTAI NED.

/'s/ Kenneth J. Meyers
U. S. BANKRUPTCY JUDGE

ENTERED: _March 13, 1989




